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DEPARTMENT  OF  HOUSING  AND 
URBAN  DEVELOPMENT 

Office  of  Inspector  General 

[Docket  No.  N-80-1009] 

Audit  Guide  for  Audits  of  GNMA 
Approved  Issuers  of  Mortgage-Backed 
Securities  for  Use  by  Independent 
Public  Accountants 

AGENCY:  Department  of  Housing  and 
Urban  Development. 

ACTION:  Notice  of  draft  audit  guide. 

summary:  HUD  is  inviting  public 
comment  on  the  draft  audit  guide  for  use 
by  Independent  Public  Accountants 
(IPAs)  in  conducting  audits  of  Mortgage- 
Backed  Securities  Issuers.  Based  on 
public  comment  received,  HUD  will 
revise  the  audit  guide  as  required  and 
publish  the  final  guidelines  not  later 
than  6  months. 

FOR  FURTHER  INFORMATION  CONTACT: 

Leonard  M.  Wolin,  Director,  Technical 
Services  Division,  Office  of  Inspector 
General,  Room  8176,  Department  of 
Housing  and  Urban  Development,  451 
Seventh  Street  SW.,  Washington,  D.C. 
20410,  telephone  (202)  755-7217  (this  is 
not  a  toll-free  number). 

COMMENT  DUE  date:  Comments  on  the 
draft  audit  guide  should  be  filed  within 
July  25, 1980.  Comments  should  be 
submitted  to:  The  Rules  Docket  Clerk, 
Office  of  General  Counsel,  Room  5218, 
Department  of  Housing  and  Urban 
Development,  451  Seventh  Street,  SW., 
Washington,  D.C.  20410. 

SUPPLEMENTARY  INFORMATION:  This 
audit  guide  was  developed  as  a 
substitute  for  those  audit  steps  included 
in  Appendix  3  of  IG  4000.3  REV,  “Audit 
Guide  for  Audits  of  HUD  Approved 
Nonsupervised  Mortgages."  In  addition, 
there  are  no  current  guidelines  in  effect 
for  use  by  IPAs  in  reviewing  supervised 
mortgagees  who  are  GNMA  Mortgage- 
Backed  Securities  (MBS)  Issuers.  We 
believe  these  guidelines  are  needed  to 
ensure  adequate  audit  coverage  by  IPAs 
which  is  sufficiently  comprehensive  to 
protect  the  Government's  interest  as 
guarantor. 

These  guidelines  were  established 
pursuant  to  the  Inspector  General’s 
responsibilities  as  stated  in  Section 
3(a)(3)  of  the  Inspector  General  Act  of 
1978.  The  Act  authorized  the  Inspector 
General  to  “take  appropriate  steps  to 
assure  that  any  work  performed  by  non- 
Federal  auditors  complies  with  the 
standards  established  by  the 
Comptroller  General  *  * 

The  Issuer  agrees  in  the  Guaranty 
Agreement  that  GNMA  shall  have  the 


right  to  examine  and  audit  at  such  times 
as  might  seem  reasonable,  any  books, 
records  or  other  information  of  the 
Issuer  or  held  by  another  for  the  Issuer 
with  respect  to  or  concerning  mortgage 
pools.  The  Issuer  is  required  to  submit 
copies  of  its  annual  financial  statements 
audited  and  certified  by  an  IPA  within 
90  days  following  the  end  of  the  Issuer's 
fiscal  year.  The  compliance  work 
required  by  this  guide  is  considered 
within  the  purview  of  the  examination 
which  may  be  required  by  the  Secretary. 
Specific  compliance  testing  is  required 
in  the  appendices  of  the  draft  audit 
guide. 

A  finding  of  inapplicability  regarding 
the  National  Environmental  Policy  Act 
of  1969  has  been  made  in  accordance 
with  HUD  procedures.  A  copy  of  this 
finding  of  inapplicability  will  be 
available  for  public  inspection  during 
regular  business  hours  at  the  Office  of 
the  Rules  Docket  Clerk,  Office  of 
General  Counsel,  451  7th  Street,  SW., 
Washington,  D.C.  20410. 

Accordingly,  it  is  proposed  to  adopt 
the  Draft  Audit  Guide  as  set  forth 
hereinafter. 

Issued  at  Washington,  D.C.,  June  2, 1980. 
John  C.  Yazurlo, 

Deputy  Inspector  General. 

Foreword 

The  Office  of  Inspector  General, 

Office  of  Audit,  of  the  Department  of 
Housing  and  Urban  Development  has 
developed  this  guide  for  the  use  of 
Certified  Public  Accountants,  or  Public 
Accountants  licensed  by  a  regulatory 
authority  of  a  state  or  other  political 
subdivision  of  the  United  States  on  or 
prior  to  December  31, 1970.  This  guide  is 
to  assist  such  Accountants  in  (1) 
understanding  certain  requirements 
related  to  GNMA  Mortgage-Backed 
Securities,  and  (2)  identifying  instances 
of  noncompliance  as  prescribed  in 
Appendix  2 — Tests  for  Compliance. 

GNMA  requires  the  submission  of 
annual  audited  financial  statements  as  a 
condition  for  continued  approval  as  a 
GNMA  Issuer.  The  Issuer  is  required  by 
and  responsible  to  GNMA  for 
compliance  with  GNMA  regulations  and 
GNMA  Handbook  instructions. 
Accordingly,  certain  audit  tests 
concerning  net  worth  and  compliance 
activities  are  prescribed  in  Appendix  1 
and  Appendix  2,  respectively. 

This  guide  is  not  intended  to  be  an 
audit  program,  nor  is  it  intended  to 
supplant  the  Accountant’s  judgment  as 
to  the  nature  and  scope  of  work  to  be 
performed. 
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Audit  Guide  for  Audits  of  GNMA 
Approved  Issuers  of  Mortgage-Backed 
Securities  for  Use  by  Independent  Public 
Accountants 

1.  Purpose.  This  guide  sets  forth  (a) 
the  procedures  to  be  followed  in  the 
conduct  of  audits  of  approved  GNMA 
Issuers,  (b)  the  scope  of  the  review,  and 
(c)  an  example  of  the  type  of  report 
format  which  will  be  acceptable  to  the 
Government  National  Mortgage 
Association  (GNMA).  It  provides 
detailed  compliance  tests  but  is  not 
intended  to  supplant  the  Accountant’s 
judgment  as  to  the  work  required  to  be 
performed. 

2.  Background.  This  section  is 
intended  to  familiarize  the  Accountant 
with  the  GNMA  regulations  and  GNMA 
Handbook  instructions  that  Issuers  of 
GNMA  mortgage-backed  securities  are 
required  to  follow.  This  section  is  not 
intended  to  serve  as  a  substitute  for  the 
regulations  or  as  a  reference  document. 
This  paragraph  does  not  contain  any 
instructions  or  procedures  requiring 
work  by  the  Independent  Public 
Accountant  (IPA). 

a.  GNMA  is  a  wholly  owned 
corporate  instrumentality  of  the  United 
States  within  the  Department  of  Housing 
and  Urban  Development.  Its  powers  are 
prescribed  generally  by  Title  III  of  the 
National  Housing  Act,  as  amended  (12 
U.S.C.  1716  et  seq.). 

GNMA  is  authorized  by  Section  306(g) 
of  the  National  Housing  Act  to 
guarantee  the  timely  payment  of 
principal  and  interest  on  securities  that 
are  based  on  and  backed  by  a  trust  or 
pool  composed  of  mortgages  which  are 
insured  or  guaranteed  by  the  Federal 
Housing  Administration  (FHA),  the 
Farmers  Home  Administration  (FmHA), 
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or  the  Veterans  Administration  (VA). 
GNMA’s  guaranty  of  mortgage-backed 
securities  is  backed  by  the  full  faith  and 
credit  of  the  United  States. 

b.  GNMA,  through  the  Mortgage- 
Backed  Securities  Program,  guarantees 
privately  issued  securities  backed  by 
pools  of  mortgages.  Holders  of  the 
securities  (the  investors)  receive  a 
‘‘pass-through’’  of  the  principal  and 
interest  payments  on  the  pool  of 
mortgages,  less  amounts  to  cover 
servicing  costs  and  certain  GNMA  fees. 
The  GNMA  guaranty  assures  the 
registered  holder  of  the  security 
certificate  of  receiving  the  timely 
payment  of  scheduled  monthly  principal 
and  interest  and  of  certain  prepayments 
and  early  recoveries  of  principal  on  the 
underlying  mortgages.  If  mortgagors  fail 
to  make  timely  payments  on  the 
mortgages,  under  the  “modified  pass¬ 
through”  approach,  the  securities  Issuers 
must  make  timely  payments  to  the 
registered  holders,  using  their  own 
resources. 

The  Mortgage-Backed  Securities 
Program  provides  a  means  for 
channeling  funds  from  the  Nation's 
securities  markets  into  the  housing 
market.  The  U.S.  Government's  full  faith 
and  credit  guaranty  of  securities  makes 
them  widely  accepted  in  those  sectors  of 
the  capital  markets  that  otherwise 
would  not  be  likely  to  supply  funds  to 
the  mortgage  market.  The  funds  raised 
through  the  Securities  issued  are  used  to 
make  residential  and  other  mortgage 
loans.  Through  this  process,  the  program 
serves  to  increase  the  overall  supply  of 
credit  available  for  housing  and  helps  to 
assure  that  this  credit  is  available  at 
reasonable  interest  rates. 

c.  An  Issuer  of  GNMA-guaranteed 
mortgage-backed  securities  is 
responsible  for  acquiring  eligible 
mortgages,  creating  a  pool  of  mortgages 
to  be  held  by  a  Custodian,  issuing  the 
securities  backed  by  the  pool  of 
mortgages,  arranging  for  the  marketing 
of  the  securities,  servicing  the  mortgages 
in  the  pool,  administering  the  securities 
outstanding,  and  making  the  full  and 
timely  payment  of  all  amounts  due  to 
securities  holders. 

d.  To  be  approved  to  issue  GNMA- 
guaranteed  mortgage-backed  securities, 
including  the  receipt  of  commitments  for 
the  guaranty  of  mortgage-backed 
securities,  an  applicant  must  meet  and 
maintain  the  following  requirements: 

(1)  Be  an  FHA-Approved  Mortgage  in 
good  standing. 

(2)  Be  a  FNMA  or  GNMA-Approved 
Mortgage  Servicer  in  good  standing. 

(3)  Have  as  a  principal  element  of  its 
business  operation,  the  origination  or 
servicing  of  mortgage  loans. 
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(4)  Conduct  its  business  operations  in 
accordance  with  accepted  sound 
mortgage  lending  and  servicing 
practices,  ethics,  and  standards,  and 
have  the  experience,  management 
capability,  and  facilities  necessary  to 
assure  GNMA  of  its  ability  to  issue  and 
service  mortgage-backed  securities. 

(5)  Maintain  policies  that  prohibit  any 
discrimination  based  on  race,  religion, 
color,  sex,  national  origin,  or  age. 

(6)  Have  a  net  worth  (based  on  an 
audited  financial  statement)  in  assets 
acceptable  to  GNMA  of  at  least  the 
amounts  provided  in  this  paragraph.  For 
the  purpose  of  this  paragraph,  the  term 
“securities  outstanding"  means:  the 
unpaid  principal  balance  of  securities 
outstanding  in  the  name  of  the  Issuer, 
plus  the  outstanding  amount  of  any 
commitments  for  guaranty  issued  by 
GNMA,  plus  the  amount  of  any 
commitments  to  guaranty  being 
requested.  However,  the  amount  of  any 
project  security  commitments 
outstanding  or  requested  in  connection 
with  cases  where  construction  security 
commitments  are  outstanding  or 
requested  for  the  same  project  shall  not 
be  included  in  this  computation.  Further, 
in  calculating  the  required  minimum  net 
worth,  the  amount  of  any  “securities 
outstanding”  that  are  based  on  internal 
reserve  pools  will  be  reduced  by  one 
half  in  the  making  of  such  calculations. 

(a)  For  securities  based  on  single 
family  mortgages:  $100,000,  plus  1 
percent  of  the  amount  of  securities 
outstanding  in  excess  of  $5  million,  but 
less  than  $20  million,  plus  0.2  percent  of 
any  additional  such  securities 
outstanding  in  excess  of  $20  million. 

(b)  For  securities  based  on  loans  on 
mobile  homes:  $500,000,  plus  0.2  percent 
of  such  securities  outstanding  in  excess 
of  $35  million.  (Note  that  all  mobile 
home  loan  pools  are  internal  reserve 
type  pools,  so  that  the  amount  of 
securities  outstanding  is  reduced  by  one 
half  in  all  instances.) 

(c)  For  securities  based  on 
construction  or  long-term  mortgages  on 
multifamily  projects:  $500,000,  plus  0.2 
percent  of  any  securities  outstanding  in 
excess  of  $35  million.  (This  requirement 
is  applicable  with  respect  to  securities 
for  which  the  first  issue  within  any  pool 
or  project  occurs  on  or  after  October  1, 
1379.) 

(d)  For  Issuers  of  more  than  one  type 
of  security:  $500,000,  plus  0.2  percent  of 
any  securities  outstanding  in  excess  of 
$35  million. 

(7)  In  addition,  approved  Issuers  must: 

(a)  Maintain  sound  mortgage 
servicing,  without  excessive 
delinquency  rates  for  pools  outstanding. 
Generally,  new  commitments  will  not  be 
approved  if  the  issuer  has  more  than  7.5 


percent  of  the  loans  in  its  existing  pools 
in  a  delinquency  status  of  two  or  more 
months  (excluding  loans  In  foreclosure). 
A  lower  delinquency  ratio,  however, 
will  not  assure  the  issuance  of  further 
commitments. 

(b)  Maintain  adequate  administration 
of  pools  and  securities  outstanding,  and 
meet  all  GNMA  reporting  requirements. 

(c)  Exercise  prudent  business 
practices  in  the  marketing  of  securities. 

(d)  Maintain  a  sound  financial, 
business,  and  management  structure  of 
the  Issuer  firm.  Withdrawal  or 
suspension  of  the  Issuer’s  FHA  approval 
status,  or  FNMA  or  GNMA  approved 
servicer  status,  or  the  inclusion  of 
material  detrimental  findings  in  a  HUD 
or  other  official  audit  or  investigation  of 
the  Issuer  will  be  considered' to 
constitute  a  material  change  in  business 
structure. 

e.  The  Mortgage-Backed  Securities 
Program  creates  a  unique  role  for  the 
mortgage  lender.  As  an  Issuer  is  GNMA- 
guaranteed  mortgage-backed  securities, 
such  a  lender  can  create  the  vehicle  for 
transferring  funds  from  the  securities 
markets  into  the  mortgage  market. 

To  start  this  process,  the  lender 
applies  to  GNMA  for  approval  to 
become  an  Issuer  and,  simultaneously, 
for  a  commitment  for  guaranty  of  a 
security.  Once  approval  of  Issuer  status 
is  granted,  subsequent  commitments  are 
issued  through  a  modified  process. 

With  the  commitment  in  hand,  the 
Issuer  proceeds  to  originate  or  acquire 
mortgage  loans  and  to  package  a  " pool 
of  mortgages.  Typically,  the  Issuer  also 
makes  arrangments  with  a  Securities 
Dealer  to  market  the  mortgage-backed 
securities  when  they  become  available. 
Arrangements  also  must  be  made  for  a 
Custodian  to  maintain  possession  of  the 
mortgage  and  other  documents  and  for 
the  holding  of  principal  &  interest  and 
tax  &  insurance  funds  at  a  financial 
institution(s)  in  custodial  accounts. 

When  a  pool  of  mortgages  is 
assembled,  the  Issuer  submits  to  GNMA 
all  the  documents  needed  for  final 
approval  of  the  issuance. 

Upon  approval  of  the  pool  documents, 
GNMA  will  instruct  its  transfer  agent  to 
actually  prepare  and  deliver  the 
certificates  in  accordance  with 
instructions  provided  by  the  Issuer. 

With  the  timely  delivery  of  the 
certificates  assured,  the  Issuer  can  make 
firm  plans  for  the  sale  of  the  certificates 
to  investors. 

Once  the  securities  are  issued,  the 
Issuer  thereafter  is  responsible  for 
passing  through  to  the  holders  the 
monthly  payments  provided  for  in  the 
securities.  The  Issuer  is  also  required  to 
provide  for  the  servicing  of  the 
mortgages,  administration  of  the 
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securities,  and  periodic  reporting  to 
GNMA. 

f.  Two  types  of  securities  are  eligible 
for  guarantee: 

(1)  The  Bond  type  which  has  the  usual 
characteristics  of  a  long-term  obligation 
providing  for  payment  of  interest 
semiannually  and  for  principal  at  stated 
redemption  dates. 

(2)  The  Pass-Through  type  provides 
for  monthly  payments  of  interest  and 
principal  from  montly  installment 
collections  on  the  underlying  mortgages. 

g.  Pass-Through  type  securities  may 
be  backed  by  pools  of  home  or 
multifamily  mortgages,  including 
mortgates  on  projects  under 
construction  and  mobile  home  loans 
insured  by  the  FHA  and  Title  I  of  the 
National  Housing  Act.  The  pooled 
mortgages  must  have  been  insured  or 
guaranteed  within  1  year  to  the  date  of 
the  commitment  to  issue  the  securities, 
and  all  mortgages  in  each  pool  must 
bear  the  same  rate  of  interest. 

Most  GNMA  securities  issues  are  of 
the  modified  pass-through  type. 

Modified  pass-through  securities  require 
the  Issuer  to  pay  securities  holders 
amounts  of  principal  and  interest 
scheduled  to  be  paid  on  the  mortgages 
whether  or  not  it  is  actually  collected. 
The  Issuer  must  make  advances  from  its 
own  resources  to  cover  any  shortfalls  in 
collections. 

h.  All  securities  are  issues  in 
registered  form  and  the  certificates  are 
prepared,  registered  and  distributed  by 
GNMA,  or  its  agent,  both  at  the  time  of 
original  issuance  and  upon  transfer.  The 
Issuer  is  responsible  for  administering 
the  pooled  mortgages,  including 
collecting  the  principal  and  interest  as  it 
becomes  due.  The  mortgae  documents 
are  physically  maintained  by  a 
Custodian.  In  the  event  that  an  Issuer 
defaults  in  making  payment  to  the 
security  holder,  GNMA  will  make  the 
payment,  and  has  the  right  to  declare  a 
default  and  take  title  to  the  mortgages  in 
the  pool. 

3.  Reference  Material.  The  GNMA 
regulations  and  requirements  are  stated 
in  GNMA  Handbook  5500.1  including 
current  revisions,  as  well  as  published 
in  the  Code  of  Federal  Regulations.  24 
CFR,  Chapter  3,  Parts  300  through  390. 
Interim  instructions  to  Issuers  are  also 
issued  periodically  to  clarify  or 
implement  GNMA  requirements.  The 
Issuer  should  have  a  copy  of  the  current 
GNMA  Handbook  and  other  issuances 
in  its  office.  Issuers  may  not  possess  the 
Code  of  Federal  Regulations,  but  can 
find  the  regulations  in  an  Appendix  to 
the  Handbook. 

Appendix  2  identifies  the  specific 
chapter,  as  appropriate,  of  the 
Handbook  relating  to  the  work  to  be 


performed  by  the  IPA.  In  the  event  the 
Issuer  does  not  have  the  reference 
material,  it  may  be  obtained  from  the 
GNMA  office.  If  the  IPA  wants  to  ensure 
that  the  mortgagee  has  the  most  recent 
issuance,  that  information  may  also  be 
obtained  from  the  GNMA  office. 

To  assist,  the  IPA,  this  Handbook  will 
be  updated  annually  to  indicate  current 
reference  material. 

4.  Audit  Authorization. 

a.  The  Inspector  General  reports 
directly  to  the  Secretary  and  is 
responsible  for  and  directs  the  overall 
audit  activities  relating  to  HUD 
programs.  The  Assistant  Inspector 
General  for  Audit  is  responsible  for 
carrying  out  audit  activities  on  behalf  of 
the  Inspector  General. 

The  Issuer  agrees  in  the  Guaranty 
Agreement  that  GNMA  shall  have  the 
right  to  examine  and  audit  at  such  times 
as  might  seem  reasonable,  any  books, 
records  or  other  information  of  the 
Issuer  or  held  by  another  for  the  Issuer 
with  respect  to  or  concerning  mortgage 
pools.  The  Issuer  is  required  to  submit 
copies  of  its  annual  financial  statements 
audited  and  certified  by  a  Certified 
Public  Accountant  or  an  Independent 
Public  Accountant  (both  referred  to  as 
an  IPA)  within  90  days  following  the  end 
of  the  Issuer’s  fiscal  year. 

The  compliance  work  required  by  this 
guide  is  considered  within  the  purview 
of  the  examination  which  may  be 
required  by  the  Secretary. 

b.  To  be  acceptable  to  HUD,  an  IPA 
must  either  by  a  Certified  Public 
Accountant,  or  a  Public  Accountant 
licensed  by  a  regulatory  authority  of  a 
State  or  other  political  subdivision  of 
the  United  States  on  or  prior  to 
December  31, 1970.  As  required  by 
AICPA  standards,  or  the  equivalent 
thereof,  the  IPA  must  be  independent 
within  the  meaning  of  the  code  of 
professional  ethics  of  the  AICPA. 

5.  Audit  Scope  and  Coverage. 

a.  The  financial  and  compliance  tests 
contained  in  Appendix  1  and  Appendix 
2  of  this  guide  are  to  be  performed.  The 
IPA  is  to  report  on  the  results  of  such 
work  in  accordance  with  the  reporting 
requirements  herein.  Comments  on 
Issuer  compliance  may  be  part  of  the 
financial  report  required  by  the 
Guaranty  Agreement,  or  may  be 
reported  in  a  separate  compliance  letter 
attached  to  the  audit  report  (Appendix 
4). 

b.  The  audit  work  may  be  performed 
on  a  selective  test  basis,  to  the  extent 
deemed  necessary  by  the  IPA  in  each 
area  of  activity.  The  IPA  may  use 
judgmental  or  statistical  sampling 
techniques  in  making  the  compliance 
tests.  However,  the  IPA  must  fully 
document  in  the  working  papers  the 


basis  for  the  compliance  test  method(s) 
used. 

A.  Audit  Standards.  The  audit  work 
be  performed  in  accordance  with 
auditing  standards  established  by  the 
General  Accounting  Office  publication, 
Standards  for  Audit  of  Governmental 
Organization,  Programs,  Activities  and 
Functions,  as  these  standards  pertain  to 
financial  and  compliance  examinations 
and  those  auditing  standards 
established  by  the  American  Institute  of 
Certified  Public  Accountants  (AICPA). 

The  IPA’s  working  papers  are 
expected  to  conform  to  the  guidelines 
prescribed  in  the  AICPA  Statement  on 
Auditing  Standards. 

7.  Audit  Requirements,  The  following 
audit  requirements  are  not  intended  to 
limit  in  any  way  the  scope  of  audit, 
examination  of  transaction  or  extent  of 
tests.  The  audit  coverage  and  extent  of 
tests  will  be  determined  by  the  IPA  in 
accordance  with  prescribed  auditing 
standards  and  should  be  shown  in  the 
audit  working  paper.  The  IPA  must 
report  on  the  results  of  each  of  the 
following  audit  requirements: 

a.  Analysis  of  Net  Worth. 

Certain  assets  are  not  considered 

acceptable  by  GNMA  for  the 
computation  of  adjusted  net  worth  to 
determine  whether  minimum  financial 
requirements  have  been  meet  for 
continued  GNMA  approval  as  an  Issuer. 
The  analysis  of  net  worth  is  designed  to 
eliminate  those  assets  not  considered 
acceptable  by  GNMA  in  computing  the 
Issuer's  adjusted  net  worth  figure.  In 
general,  the  analysis  consists  of 
tabulating  those  assets  not  considered 
acceptable  to  GNMA  and  reducing  the 
net  worth  shown  on  the  certified 
financial  statement  (balance  sheet)  by 
that  amount.  Unacceptable  assets  are 
those  of  doubtful  economic  value,  those 
of  doubtful  liquidity,  those  the  value  of 
which  is  difficult  to  evaluate,  and  those 
not  reported  according  to  generally 
accepted  accounting  principles. 
Specifically,  GNMA  Handbook  5500.1, 
paragraph  2-4  states  that  assets 
unacceptable  to  GNMA  are  considered 
to  be  those  assets  that  are  unacceptable 
to  HUD-FHA  in  determining  whether  a 
nonsupervised  lender  qualifies  as  an 
FHA-approved  mortgagee,  plus  such 
other  assets  as  GNMA  may  determine 
do  not  meet  the  objectives  of  its 
requirements. 

Appendix  1  contains  a  listing  of  assets 
which  are  considered  nonacceptable  to 
GNMA  and  guidelines  for  the 
presentation  of  both  the  GNMA  required 
net  worth  and  the  Issuer’s  actual 
adjusted  net  worth. 

b.  Compliance  Audit  Reviews. 

The  examination  by  the  IPA  will 

include  a  review  of  the  operations  and 
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records  of  the  Issuer  and  Custodian,  in 
accordance  with  the  compliance  tests  in 
Appendix  2.  The  compliance  reviews 
and  questions  presented  in  Appendix  2 
are  intended  to  guide  the  IPA  in 
reviewing  Issuer  and  Custodian  files  to 
fulfill  the  audit  requirements  of  this 
guide.  For  expeditious  gathering  of  audit 
information,  it  is  recommended  that  the 
following  confirmations  be  sent  or 
telephone  contacts  be  made  prior  to 
testing: 

(1)  Confirm  with  security  holders,  on  a 
test  basis,  balances  of  securities  and 
amounts  of  monthly  payments  (see 
Appendix  2.  Review  of  Issuer’s 
Administration  of  Pooled  Mortgages, 
item  8). 

(2)  Confirm  with  the  FNMA  Mortgage- 
Backed  Securities  Administration  staff* 
the  Monthly  Accounting  Report 
information  submitted  by  the  Issuer,  on 
a  test  basis  (see  Appendix  2,  review  of 
Monthly  Accounting  Report,  items  1  and 
2). 

(3)  Confirm  with  title  insurance 
holders,  on  a  test  basis,  assurance  that 
the  holder  have  obtained  Title  Insurance 
Policies. 

(4)  Confirm  with  any  Custodian  that 
may  be  located  in  a  distant  city  from 
that  of  the  Issuer  to  review  its  files  for 
the  documents  described  in  items  4a 
through  g  of  Appendix  2,  Review  of 
Custodial  Documents. 

Note. — If  the  Custodian  location  requires 
long  distance  travel,  the  confirmation 
approach  will  be  necessary. 

Evaluation  of  the  significance  of 
departures  from  compliance  with 
GNMA  regulations  and  guidelines 
requires  the  exercise  of  professional 
judgment  by  the  IPA.  The  compliance 
review  guidelines  in  Appendix  2  are  not 
intended  to  limit  the  exercise  of 
professional  judgment  by  the  IPA,  but 
are  for  the  purposes  of  providing  a  basis 
for  evaluation. 

8.  Reporting  Requirements.  The  IPA’s 
report  regarding  tests  of  compliance 
should  reflect  the  results  of  the 
compliance  reviews.  The  IPA  must 
report  the  number  of  pools  and  the 
aggregate  dollar  amount  of  "‘pool 
principal”  for  all  pools  iq  the  Issuer’s 
inventory.  This  report  should 
accompany  the  financial  reports 
submitted  to  GNMA. 

The  report  should  include  items  which 
the  IPA  has  either:  (1)  Concluded  are  a 
significant  departure  from  compliance 
with  GNMA  regulations  or  requirements 
and  (2)  formed  no  conclusion  in  this 
respect.  In  addition,  the  report  should 
also  contain  a  computation  of  the 
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Issuer’s  adjusted  net  worth  as 
prescribed  in  Appendix  1.  This 
statement  may  be  included  as 
supplemental  information. 

The  report  need  not  include  a  list  of 
each  exception  or  error  found  in  the 
records  by  the  IPA  during  the  audit. 
Exceptions  or  error  in  records  generally 
will  not  be  reported  when  the  IPA 
believes  such  conditions  represent 
isolated  exceptions  or  error  that  are  not 
significant  in  relation  to  the  number  of 
records  examined  or  have  been 
corrected  in  the  normal  functioning  of 
the  accounting  system.  Errors  or 
exceptions  which  the  IPA  judges  to  be 
significant  or  that  represent  a  pattern  of 
noncompliance  with  GNMA  regulations 
or  instructions  must  be  reported. 

Note.— IPA  working  papers  should  show 
each  exception  or  error  detected  regardless  of 
its  significance. 

In  reporting  items  on  which  the  IPA 
has  formed  no  conclusions  as  to 
compliance,  explanatory  comments 
should  be  included  in  the  report  to 
permit  the  reader  to  make  an  evaluation 
as  to  compliance.  Comments  concerning 
items  which  are  not  considered 
significant  by  the  IPA  and  are  not 
included  in  the  report,  would  generally 
be  provided  to  the  Issuer  for  his  action. 

In  instances  of  fraudulent  reports  or 
statements  to  GNMA  or  defalcations 
related  to  GNMA  mortgage-backed 
securities  pools,  the  IPA  should  refer  to 
AICPA  Statement  of  Auditing  Standards 
16,  dated  January  1977:  "The 
Independent  Auditor’s  Responsibility  for 
the  Detection  of  Errors  or  Irregularities.” 
Also  refer  to  Statement  on  Auditing 
Standard  17:  Illegal  Acts  by  Clients.” 

Any  irregularities  should  be  promply 
reported  to  GNMA  and  the  appropriate 
Regional  Inspector  General  for  Audit 
(Appendix  5). 

The  Issuer  is  required  to  submit  two 
copies  of  the  report  directly  to  GNMA. 
The  reports  should  be  sent  to:  U.S. 
Department  of  Housing  and  Urban 
Development,  Office  of  Mortgage- 
Backed  Securities,  Government  National 
Mortgage  Association,  451  Seventh 
Street,  SW.,  Washington,  D.C.  20410. 

9.  General.  The  working  papers  of  the 
IPA  are  to  be  made  available,  with  the 
approval  of  the  Issuer,  to 
representatives  of  HUD  upon  request  by 
the  Inspector  General,  HUD,  or  his 
authorized  representatives  for  at  least  3 
years  after  issuance  of  the  audit  report. 
The  working  papers  may  be  reproduced 
by  HUD  at  its  own  expense,  if  such  need 
arises. 

BILUNG  CODE  4210-01-M 
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APPENDIX  1 

SAMPLE  FORMAT  FOR  PRESENTATION  OF 
ADJUSTED  NET  WORTH 

Stockholder's  Equity  per  Balance  Sheet  *  •  $ _ 


Less: 

Unacceptable  Asset  Items!/  $ 

(List  and  Explain) 


$ _  $ 


Adjusted  Net  Worth 


$ _ i/ 


GNMA  Required  Net  Worth 

Unpaid  Balances  of  Outstanding 
Securities  $ _ 

Outstanding  Commitments  $ _ 

Securities  Outstanding  $ _ 

Computed  Net  Worth  Requirement 

(GNMA  Handbook  5500.1  par.  2-2)  $ 


U  The  following  page  describes  assets  that  GNMA  considers 
nonacceptble  in  computing  adjusted  net  worth. 

U  In  the  event  adjusted  net  worth  does  not  meet  or  exceed  the 
GNMA  requirement,  the  I  PA  may  include  any  comments  from 
representatives  of  the  Issuer  on  corrective  measures 
contemplated. 
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Nonacceptable  Assets  for  Computation 
of  Adjusted  Net  Worth 

1.  That  potion  of  an  Issuer's  assets 
pledged  to  secure  obligations  of  any 
person  or  entity  other  than  that  of  the 
Issuer. 

2.  Any  asset  (except  construction 
loans  receivable,  secured  by  First 
mortgages,  from  related  companies)  due 
from  officers  or  stockholders  of  the 
Issuer  or  related  companies  in  which  the 
Issuer's  officers  and  stockholders  have 
an  interest. 

3.  That  portion  of  any  marketable 
security  (listed  or  unlisted)  not  shown  at 
lower  of  cost  or  market,  except  for  any 
shares  of  FNMA  stock  required  to  be 
held  under  a  servicing  agreement  which 
should  be  carried  at  cost. 

4.  Any  real  estate  held  for  sale  or 
investment  where  development  will  not 
start  within  2  years  from  date  of 
acquisition. 

5.  Any  amount  in  excess  of  the  lower 
of  the  cost  or  market  value  of  mortgages 
in  foreclosure,  construction  loans,  or 
foreclosed  property  acquired  through 
foreclosure. 

6.  Any  amount  shown  on  the  books  for 
investment  in  and  advances  to  joint 
ventures,  subsidiaries,  affiliates,  and/or 
related  companies  which  is  greater  than 
the  value  of  said  assets  at  equity. 

7.  Goodwill  or  value  placed  on 
insurance  renewals  or  property 
management  contract  renewals  or  other 
similar  intangibles. 

8.  Organization  costs. 

9.  Any  leasehold  improvements  not 
being  amortized  over  the  lesser  of  the 
expected  life  of  the  asset  or  the 
remaining  term  of  the  lease. 

10.  Commitment  fees  paid  which  are 
not  recoverable  through  the  closing  or 
selling  of  loans. 

11.  The  value  of  any  servicing 
contracts  not  determined  in  accordance 
with  AICPA  Statement  of  Position  76-2, 
dated  August  25, 1976. 

Appendix  2 — Tests  for  Compliance 

Review  of  custodial  documents. 

Review  of  Issuer's  administration  of  pooled 
mortgages. 

Review  of  monthly  accounting  report. 

Review  of  prudent  business  practices. 

Review  of  Custodial  Documents  (GNMA 
Handbook  5500.1 — Chapter  8) 

Each  Issuer  of  securities  must  enter 
into  a  custodial  agreement  with  a 
federally  regulated  financial  institution 
satisfactory  to  GNMA.  The  custodial 
agreement  shall  provide  for  certification 
that  the  Custodian  is  in  receipt  of  the 
loan  documents  and  that  these 
documents  relate  to  the  loans  listed  on 
the  Schedule  of  Pooled  Mortgages.  The 
auditor  will  find  continuous  variations 


in  each  Custodian  file:  that  is.  the  files 
may  be  arranged  alphabetically,  by  loan 
number,  or  by  HUD  Form  1706  (Schedule 
of  Pooled  Mortgages)  processing  date. 
Review  will  be  facilitated  by  advising 
the  Custodian  of  the  pools  selected  for 
testing.  The  initial  contact  with  the 
Custodian  should  be  made  through  the 
Issuer.  The  review  of  Custodian 
documents  should  include  the  following: 

1.  Obtain  HUD  Form  1710D  (Issuer’s 
Monthly  Summary  Report)  from  the 
Federal  National  Mortgage  Association 
Mortgage-Backed  Securities  Unit*  which 
is  a  list  of  pools  in  effect  for  the  Issuer. 
Compare  the  1710D  listing  to  the  Issuer's 
records  to  assure  accuracy. 

2.  Using  the  HUD  Form  1710D  (Issuer's 
Monthly  Summary  Report),  the  IPA 
should  select  a  representative  sample  of 
GNMA  pools  for  review. 

3.  Obtain  a  copy  of  the  original 
Schedule  of  Pooled  Mortgages  (HUD 
Form  1706)  from  the  document 
Custodian  for  pools  selected.  The 
purpose  of  the  HUD  Form  1706  is  to 
provide  a  means  of  identifying  and 
controlling  mortages  to  be  placed  in  the 
pool  securing  the  obligations  issued. 
Therefore,  on  a  test  basis,  select 
mortgages  to  be  reviewed. 

4.  For  mortgages  selected  from  the 
HUD  Form  1706,  Schedule  of  Pooled 
Mortgages,  review  the  Custodial  files  at 
the  Custodian's  office,  for  the  following 
documents  and  compare  the  information 
shown  on  these  documents  to  the 
information  on  the  HUD  Form  1706. 
(NOTE:  A  machine  printout  giving  the 
required  data  may  be  used,  provided  a 
HUD  Form  1706  signed  by  both  Issuer 
and  Custodian  is  attached,  listing  the 
totals.  The  machine  printout  must  have 
the  same  format  as  the  HUD  Form  1706.) 

a.  The  original  note  or  other  evidence 
of  indebtedness  endorsed  in  blank  and 
without  recourse. 

b.  An  assignment  to  GMNA  of  the 
mortage  or  other  security  instrument  in 
recordable  form  but  not  recorded.  If  the 
mortgage  was  originated  by  a  mortgagee 
other  than  the  Issuer,  there  also  must  be 
an  executed  assignment  of  the  mortgage 
from  the  originating  mortgagee  to  any 
intervening  interest  holder  and  from 
such  holder  to  any  further  holders  of 
mortgage  ownership.  An  assignment  to 
the  Issuer  must  immediately  precede  the 
assignment  to  GNMA.  These  interim 
assignments  must  be  either  originals  or 
certified  copies  of  the  originals. 

c.  An  executed  original  HUD  Form 
1711A  (Release  of  Security  Interest) 
executed  by  any  and  all  secured 
institution(s)  relating  to  any  or  all 


‘Federal  National  Mortgage  Association.  3900 
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mortgages  included  in  the  mortgage  pool 
which  states  that: 

The  lending  or  other  financing 
institution  named  herein  agrees  to 
relinquish  any  and  all  right,  title  or 
interest  it  may  have  in  mortgages  to  be 
placed  in  this  GNMA  mortgage-backed 
securities  pool  no  later  than  the  date 
and  time  of  delivery  (release)  of  the 
securities  by  GNMA  or  its  agent. 

d.  An  executed  original  HUD  Form 
1711B  (Certification)  signed  by  an  officer 
of  the  Issuer  stating  that: 

1.  Release(s)  of  security  interest  (HUD 
Forms  1711A)  delivered  by  the  Issuer  to 
the  Custodian  comprise  all  evidence  of 
any  security  agreements  affecting  any 
and  all  mortgages  in  this  pool;  or 

2.  Other  than  the  assignment  to 
GNMA,  there  are  and  will  be  no  other 
security  agreements  affecting  any 
mortgages  in  this  pool. 

e.  Evidence  of  insurance  or  guaranty 
signed  by  FHA,  VA  or  FmHA. 

If  evidence  of  insurance  or  guarantees 
is  not  on  file,  determine  from  the  Issuer 
why  the  required  documents  are 
missing.  Uninsured  loans  must  be 
withdrawn  from  the  pool.  The  auditor 
shall  determine  that  such  withdrawals 
are  made  where  insurance  or  guarantees 
are  unobtainable. 

f.  Original  recorded  mortgages  (or 
other  security  instruments)  signed  by  the 
mortgagor  securing  repayment  of  the 
indebtedness. 

Note. — Compare  mortgagor  signature  with 
that  which  appears  on  the  recorded  mortgage 
to  assure  identity. 

g.  Mortgagee  title  insurance  policy. 
(Not  required  in  cases  involving 
conveyance  of  HUD  Secretary-Owned 
property.) 

Any  discrepancies  should  be  noted  on 
the  exceptions  listing  shown  as 
Appendix  3  and  followed  up  with  the 
Issuer.  Any  exceptions  which  are  not 
cleared  and  are  considered  significant 
by  the  IPA  should  be  made  a  matter  of 
record  in  the  audit  report. 

Note. — GNMA  requires  Issuers  and 
Custodians  to  be  in  compliance  with  the  HUD 
Forms  1711A  and  1711B  procedures  with 
respect  to  all  pools  with  an  issue  date  on  or 
after  April  1, 1979. 

5.  Documents  released  from  custodial 
files  should  be  supported  by  a  Request 
for  Release  of  Documents  (HUD  Form 
1708).  The  auditor  shall: 

a.  Ascertain  whether  Custodian  is  in 
possession  of  a  Form  1708  for 
documents  not  found  in  the  custodial 
files  for  mortgages  reviewed. 

b.  discuss  with  the  Custodian  any 
documents  missing  from  the  files  which 
are  not  supported  by  Form  1708. 

c.  Prepare  a  list  of  missing  documents 
not  supported  by  a  Forml708.  The  Issuer 
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•bould  be  questioned  as  to  the  location 
of  the  documents  and  the  reason  they 
were  removed  from  the  custodian. 

d.  Select  paid  in  full  and/or  foreclosed 
mortgages  listed  on  Form  1708  on  a  test 
basis.  These  mortgages  should  no  longer 
be  with  the  Custodian.  The  Custodian 
should  note  this  removal  on  its 
inventory  control  records  (The  Schedule 
of  Pooled  Mortgages). 

Any  exceptions  which  are  not  cleared 
and  are  considered  significant  by  the 
IPA  should  be  made  a  matter  of  record 
in  the  audit  report. 

Review  of  Issuer’s  Administration  of 
Pooled  Mortgages  (GNMA  Handbook 
5500.1— Chapter  11) 

Administration  of  the  pool  of 
mortgages  is  the  responsibility  of  the 
Issuer.  The  IPA  should,  on  a  test  basis, 
review  the  Issuer’s  administration  of  the 
pooled  mortgages  and  pools.  The  test 
should  include  some  of  the  same 
mortgages  reviewed  at  the  Custodian’s 
office. 

1.  Ascertain  whether  the  Issuer 
maintains  separate  clearing  and 
custodial  bank  accounts  for  principal 
interest  collections  and  escrow  (tax  and 
insurance)  funds  applicable  to  pooled 
mortgages,  since  GNMA  requires  that 
separate  bank  accounts  be  maintained. 
Assure  that  the  clearing  accounts  and 
the  custodial  accounts  have  titles  as 
required  by  GNMA  Letter  Agreement 
HUD-1709  and  HUD-1720. 

Note. — It  is  not  necessary  for  both 
accounts  to  be  maintained  for  each  pool. 

2.  Trace  the  monthly  collections  of 
mortgage  principal  and  interest  and 
collection  of  claims  on  defaulted 
mortgages  to  ensure  the  funds  are  being 
deposited  in  the  proper  custodial 
accounts. 

3.  Ascertain  whether  the  Issuer  is 
making  timely  payments  of  funds 
received  because  of  early  recoveries  of 
principal,  payments  in  full,  assignments, 
and  foreclosures.  All  early  recoveries 
must  be  passed  through  to  securities 
holders  in  the  next  regular  monthly 
payment.  Test  to  determine  that  all  such 
recoveries  are  deposited  in  a  timely 
manner  to  custodial  accounts,  passed 
through  to  securities  holders,  properly 
recorded  on  MBS  report  controls,  and 
that  pool  collateral  is  properly  removed 
from  the  Custodial's  possession  with 
adequate  records  of  its  removal. 

4.  Using  the  mortgages  selected  in 
audit  step  5d  (Review  of  Custodial 
Documents),  these  mortgages  should  be 
compared  to  the  Issuer’s  Liquidation 
Schedule  to  ensure  proper  disposition  of 
released  documents.  Tests  shall  be 
performed  to  assure  that  all  principal 
prepayments  on  mortgages  are  actually 


being  paid  out  to  securities  holders  in  a 
timely  manner,  and  that  curtailments  are 
handled  in  accordance  with  GNMA 
instructions. 

5.  Review  payments  and 
disbursements  from  pool  accounts  to 
ensure  accuracy;  that  is,  payments  are 
being  made  to  security  holders  listed  in 
the  Security  Holder  Register  and  for  the 
proper  pool. 

6.  Ascertain  that  disbursements  from 
pool  accounts  to  other  than  holders  of 
record  are  authorized  pursuant  to  the 
Guaranty  Agreement.  Generally,  such 
other  payments  are  authorized  only  to 
be  made  to  GNMA  (for  its  guaranty  fee) 
and  to  the  Issuer  (for  its  servicing  fee). 
Test  to  ascertain  that  only  authorized 
payments  are  being  made. 

7.  Ascertain  whether  the  Issuer  is 
making  payments  in  a  timely  manner  so 
as  to  reach  the  security  holder  by  the 
15th  of  the  month. 

8.  Confirm  with  security  holders,  on  a 
test  basis,  balances  of  securities  and 
amounts  of  monthly  payments.  The 
confirmation  should  also  ascertain 
whether  payments  are  received  by  the 
15th  of  the  month. 

9.  Test  to  determine  whether  the 
Issuer  is  using  its  own  resources  to: 

(a)  Make  advances  to  the  pool 
accounts  to  cover  shortfalls  in 
collections  from  mortgagors,  and 

(b)  Cover  principal  amounts  not 
recovered  in  claim  settlements  or  which 
are  due  in  connection  with  defective 
loans.  (Issuers  are  required  to  “buy  out” 
uninsured  or  otherwise  defective  loans 
from  the  pools  in  accordance  with 
instructions  in  the  GNMA  Handbook 
5500.1,  using  the  Issuer’s  own  funds.) 

10.  Ascertain  that  the  Issuer  has,  and 
uses,  a  system  to  project  the  need  for 
and  availability  of  funds  to  make 
advances  to  securities  holders  in  a 
timely  manner.  (Such  a  system  is 
required  by  Section  4.02  of  the  guaranty 
agreement.) 

11.  Ascertain  that  the  Issuer  is 
obtaining  Final  Certifications  from  the 
document  Custodian  in  a  timely  manner 
and  is  promptly  submitting  them  to 
GNMA. 

12.  Ascertain  that  the  Issuer  has 
established  a  securities  holder  register 
in  accordance  with  GNMA  instructions, 
and  has  in  place  systems  to  update  the 
register  on  a  timely  basis  up  through  the 
seventh  day  of  each  month. 

Review  of  Monthly  Accounting  Report 
(GNMA  Handbook  5500.1 — Appendix 
11) 

The  Issuer  is  required  to  submit  a 
Monthly  Accounting  Report  (HUD  Form 
1710A)  for  all  MBS  issues  except  the 
straight  pass-through  type.  For  the 
straight  pass-through  type  of  security, 


the  Issuer  must  send  the  HUD  Form  1710 
to  GNMA.  The  IPA  should,  on  a  test 
basis,  review  the  information  reported 
to  GNMA,  including  the  confirmations 
previously  submitted  (see  Audit 
Requirements,  paragraph  7b): 

1.  Trace  delinquency  information 
(HUD  Form  1710A)  to  the  Issuer's 
delinquency  report. 

2.  Ascertain  the  Issuer's  procedures 
for  liquidation-in-full,  including  any 
transaction  that  reduces  the  balance  of 
mortgage  property  account  to  zero 
exclusive  of  a  residual  balance  amount 
to  be  charged  off.  Entries  for  liquidation- 
in-full  should  cover  removal  of  the  fixed 
installment  (P&I)  from  the  control  for  the 
mortgage(s)  liquidated.  The  number  of 
mortgages  actually  liquidated-in-full 
should  be  reported  monthly  on  the  HUD 
Form  1710A.  Also,  the  computed  interest 
in  the  settlement,  including  per  diem 
interest  collected  at  the  time  of  payoff, 
should  be  entered  in  the  Pool  Interest 
column  and  the  remainder  in  the 
principal  column  of  the  HUD  Form 
1710A. 

Note. — A  liquidation  schedule  must  be 
remitted  for  each  loan  removed  from  the  pool. 
Determine  the  accuracy  of  the  amount 
reported  on  the  Monthly  Accounting  Report 
(HUD  Form  1710A). 

3.  Trace  to  the  Issuer’s  records  the 
amount  of  checks  sent  to  security 
holders  for  the  month,  as  reported  to 
GNMA. 

4.  Verify  the  balances  of  funds  in 
custodial  accounts  as  shown  in  the 
report. 

5.  Compare  the  month-end  "Pool 
Principal”  balance  (HUD  Form  1710A), 
to  the  Issuer’s  financial  records  for  each 
GNMA  pool  administered  by  the  Issuer. 
The  IPA  must  include  in  his  report  the 
total  number  of  pools  and  the  aggregate 
dollar  amount  of  “Pool  Principal"  for  all 
pools. 

Note.— Aggregate  dollar  amounts  for  all 
pools  may  be  obtained  from  HUD  Form 
1710D  (Issuer’s  Monthly  Summary  Report). 
This  audit  step  is  not  intended  to  require  any 
additional  verification  work  not  called  for  in 
other  audit  steps. 

Review  of  Prudent  Business  Practices 
(GNMA  Handbook  5500.1— CHAPTER 
2) 

Issuers  of  mortgage-backed  securities  . 
are  required  to  exercise  sound  and 
prudent  business  practices  in  the 
marketing  of  GNMA-guaranteed 
securities.  For  the  most  part,  Issuers’ 
relationships  with  the  investing  public 
are  carried  out  through  Securities 
Dealers.  However,  prudent  business 
practices  apply  to  Issuers’  direct 
relationships  with  Dealers  as  well  as 
Investment  Bankers,  Individuals, 
Corporations,  Trusts,  and  other  entities 


Federal  Register  /  Vol.  45,  No.  113  /  Tuesday.  June  10,  1980  /  Notices 


39429 


to  which  the  Issuer  delivers,  or  makes 
commitments  to  deliver  or  purchase, 
mortgage-backed  securities.  The  IPA 
should  perform  the  following  steps  to 
determine  whether  management  has 
taken  necessary  steps  to  ensure  prudent 
business  practices  are  adhered  to  in  the 
issuance  of,  and  in  the  making  of 
commitments  relating  to.  GNMA- 
guaranteed  securities. 

1.  The  Issuer  must  establish 
procedures  to  provide  a  basis  for 
determining  the  financial  integrity  of  the 
Securities  Dealers  and  Investors  with 
which  they  conduct  business,  and  to 
ensure  that  relationships  with  Dealers 
and  Investors  are  carried  out  in  a 
businesslike  manner.  These  procedures 
must  be  in  written  form  and  provided  to 
all  members  of  the  Issuer’s  firm 
empowered  to  make  commitments.  As  a 
minimum,  the  IPA  should  ascertain  that 
the  procedures  require  the  Issuer  to: 

a.  Obtain  and  review  audited 
financial  statements  with  a  view  toward 
assuring  the  adequacy  of  the  Dealer’s  or 
Investor’s  capital. 

b.  Obtain  financial  and  business 
references  on  the  Dealer  or  Investor 
firm. 

c.  Obtain  a  general  resolution  of  the 
Board  of  Directors  (or  other  governing 
body)  of  the  Dealer  or  Investor  firm 
designating  the  specific  individuals 
associated  with  the  Dealer  or  Investor 
who  are  authorized  to  carry  out 
transactions  in  GNMA-guaranteed 
securities. 

d.  Establish  and  record  all  of  the 
terms  and  conditions  of  each 
commitment  entered  into  and  verify  all 
confirmations  previously  submitted  (see 
Audit  Requirements,  paragraph  7b)  to 
assure  they  are  complete  and  accurate. 

2.  Ascertain  whether  the  Board  of 
Directors  of  the  Issuer  executed  a 
written  resolution  designating  a  key 
person(s)  responsible  for  overall 
supervision  and  coordination  of  Issuer 
activities  relating  to  the  marketing  of 
mortgage-backed  securities,  including 
the  maintenance  of  records  on  such 
activities. 

3.  Ascertain  whether  the  key  person 
maintains  a  list  of  individuals 
authorized  to  make  commitments 
involving  mortgage-backed  securities. 

4.  Ascertain  whether  records  are 
maintained,  pursuant  to  GNMA 
guidelines,  to  adequately  record  all 
commitments  entered  into  to  either 
deliver  or  acquire  mortgage-backed 
securities.  The  records  must  also  show 
the  Issuer’s  “net  position”  calculated 
and  recorded  at  least  once  each  week 
(see  GNMA  5500.1  REV-4,  paragraph  2- 
5b(3)  of  the  Handbook). 

5.  Ascertain  that  the  Issuer’s  “net 
position”  with  respect  to  forward  and 


future  securities  market  transactions 
represents  a  prudent  and  suitable 
investment  position  taking  into  account 
the  long-term  financial  stability  of  the 
firm. 

6.  Ascertain  that  the  Issuer  is  in 
compliance  with  GNMA’s  mark-to- 
market  deposit  requirements  with 
respect  to  forward  delivery  contract 
transactions. 
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DATE  OF 
REVIEW: 


Federal  Register  /  Vol.  45,  No.  113  /  Tuesday,  June  10,  1980  /  Notices 


39431 


Appendix  4 

June  30, 19XX. 

To  the  Directors,  XYZ  Mortgage 
Corporation. 

Introduction 

We  have  examined  selected  books 
and  records  of  XYZ  Mortgage 
Corporation  (Issuer),  Juneau,  Alaska. 

Our  review  encompassed  9  of  104  pools 
originated  and  serviced  by  the  Issuer 
from  February  12, 19XX,  through  June  30, 
19XX.  The  audit  began  July  26, 19XX, 
and  was  completed  August  10, 19XX. 

The  purpose  of  our  examination  was 
to  evaluate  the  degree  of  compliance 
with  the  Government  National  Mortgage 
Association  (GNMA)  policies, 
procedures  and  regulations  for  its 
GNMA  Mortgage-Backed  Securities  • 
Program  and  included  tests  and 
procedures  for  ascertaining  compliance 
with  the  following  requirements: 

a.  The  Issuer  (1)  maintained  adequate 
controls  to  exercise  sound  and  prudent 
business  practices  in  the  marketing  of 
GNMA  Mortgage-Backed  Securities,  (2) 
maintained  separate  custodial  bank 
accounts  for  pooled  mortgages,  (3)  made 
timely  payments  of  all  amounts  due 
security  holders,  (4)  deposited  monthly 
collections  of  mortgage  principal  and 
interest  to  proper  custodial  accounts, 
and  (5)  submitted  monthly  accounting 
reports  to  GNMA  which  were  completed 
in  accordance  with  GNMA  requirements 
and  which  accurately  present  the  status 
of  Issuer’s  GNMA  activities  and  account 
balances. 

b.  The  Custodian  (1)  had  possession 
of  required  loan  documents  in  the 
required  format  and  segregated  by  pool 
numbers,  (2)  properly  executed  releases 
supporting  any  documents  released  to 
the  Issuer,  and  (3)  maintained  adequate 
control  over  pool  documents. 

Our  review  was  made  in  accordance 
with  generally  accepted  auditing 
standards  and  included  such  tests  of  the 
accounting  records  and  such  other 
auditing  procedures  as  were  considered 
necessary. 

Summary 

Our  review  disclosed  that  the  Issuer 
generally  complied  with  GNMA  policies, 
procedures  and  regulations,  in  its 
Mortgage-Backed  Securities  Program. 
The  issuer  has  adequate  controls 
present  to  exercise  sound  and  prudent 
business  practices.  Separate  custodial 
bank  accounts  were  maintained  for 
pooled  mortgages.  The  Custodian  had 
possession  of  the  required  loan 
documents  and  is  maintaining  adequate 
control  to  assure  safe  and  proper 
execution  of  releases  related  to  the 
Issuer.  We  found  two  areas  of  weakness 


in  our  review  of  the  Issuer’s  Mortgage- 
Backed  Securities.  All  collections  were 
not  deposited  to  proper  custodial 
accounts.  We  found  curtailments  were 
used  to  defray  the  mortgagees’  costs  for 
mortgage  pool  delinquencies.  Procedures 
had  not  been  implemented  to  ensure 
that  early  payments  on  mortgages  were 
immediately  placed  in  the  custodial 
account  and  paid  to  security  holders. 

We  also  found,  the  Issuer’s  monthly 
accounting  reports  to  GNMA,  Form 
HUD-1710A,  were  inaccurate.  Of  the 
nine  pools  tested,  we  found  that  in  two 
pools  the  actual  number  of  mortgages 
were  different  than  the  number  of 
mortgages  reported  to  GNMA. 

Finding  1. — Need  to  ensure  the  timely 
pass-through  of  mortgage  proceeds  to 
security  holders. 

The  Issuer  had  not  developed 
adequate  controls  to  ensure  that 
prepayments  of  principal  (curtailments) 
were  passed  through  to  security  holders. 
We  identified  four  curtailments  during 
our  review  of  nine  mortgage  pools.  We 
found  the  Issuer  used  curtailments  to 
pay  the  monthly  principal  and  interest 
payments  due  security  holders  for 
delinquent  loans  in  the  mortgage  pool  as 
follows: 


HUD-1710A  Curtail- 
Date  of  Actual  pool  reported  merits 

Pool  No.  HUD-  delinquency  pool  used  to 

1710A  delinquency  reduce 


delinquency 

3903 

March  19XX... 

$3,200 

$200 

$3,000 

3903 

April  19XX . 

1,725 

125 

1,600 

8204 

June  19XX . 

4.021 

521 

3,500 

8032 

July  19XX ....... 

3.012 

1.012 

2,000 

Paragraph  2-1  of  GNMA  5500.1  states 
that  “*  *  *  the  issuer  is  responsible  for 
using  its  own  resources  to  cover 
shortfalls  in  amounts  due  to  security 
holders  that  result  from  mortgagor 
delinquencies  or  foreclosures.” 
Paragraph  11-2  requires  the  prompt 
payment  of  monthly  principal  and 
interest  for  pooled  mortgages.  Under  the 
terms  of  the  security  agreement,  these 
monthly  payments  are  to  include  any 
early  recoveries  on  mortgages.  The 
failure  to  pass  these  curtailments 
through  timely,  resulted  in  lost  income 
to  security  holders. 

The  Issuer  advised  us  that  he  did  not 
realize  that  curtailments  were  being 
improperly  handled.  He  did  not  feel  it 
was  necessary  to  make  any  payments  to 
security  holders  over  and  above  the 
regular  monthly  principal  and  interest 
payments.  After  we  identified  the 
Handbook  requirement,  the  Issuer 
indicated  he  would  take  action  to  pass 
through  curtailments  for  those 
mortgages  identified.  Written 
procedures  would  be  developed  within 
30  days  to  preclude  future  occurrences. 


Recommendation  *  * 

We  recommend  the  Issuer  furnish 
evidence  to  GNMA  that  procedures 
have  been  developed  to  ensure  that  all 
proceeds  relating  to  pooled  mortgages 
are  transferred  to  the  custodial  account 
for  pass  through  to  security  holders.  In 
addition,  the  Issuer  should  review  other 
mortgage  pools  for  curtailments  not 
passed  through  to  security  holders.  Any 
curtailments  identified  should  be 
immediately  passed  through  and  GNMA 
should  be  notified  of  the  actions  taken. 

Finding  2. — Need  for  reporting  correct 
number  of  mortgages  in  GNMA  pools. 

We  reviewed  the  Issuer’s  Monthly 
Accounting  Report,  Form  HUD-1710A, 
for  April  30, 19XX,  for  five  pools  and 
found  that  in  two  pools  the  number  of 
mortgages  reported  to  GNMA  was  not 
correct.  Details  are  as  follows: 


Pool  No. 

Number  ol  mortgages 
per 

HUD-1710A  OIG 

3606 . 

8748 . 

.  118  114 

.  30  28 

HUD  Handbook,  GNMA  5500.1, 
Paragraph  ll-3b,  states  that  the 
accounts  and  records  relating  to  pooled 
mortgages  shall  be  maintained  in 
accordance  with  sound  accounting 
practices. 

The  Issuer  advised  us  that  they  were 
unaware  of  the  difference:  that  an 
employee  who  maintained  data  relative 
to  the  pools  was  recently  terminated; 
and  a  change  had  occurred  in  the  data 
processing  system.  The  Issuer  further 
advised  that  they  would  research  the 
matter  and  make  corrections  as 
appropriate.  We  provided  details  of  our 
computations  to  assist  the  Issuer. 

The  Issuer  was  advised  to  review  all 
its  pools  for  similar  errors  and  to  revise 
its  operating  procedures  to  eliminate 
opportunities  for  reoccurrence  of  the 
errors. 

While  the  monetary  amounts  reported 
agreed  with  the  Issuer's  accounting 
records,  the  erroneous  reporting  of  the 
number  of  mortgages  distorts  the 
percentage  computation  for  delinquent 
mortgages  included  on  Form  HUD- 
1710A. 

Recommendation*  * 

We  recommend  the  Issuer  furnish 
evidence  to  GNMA  that  the  correct 
number  of  mortgages  constituting  the 
pools  are  being  accurately  submitted.  In 
addition,  the  Issuer  should  provide 


**See  Appendix  3. 
**See  Appendix  3. 
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GNMA  corrected  data  on  GNMA  Pool 
Nos.  3606  and  8748. 

Appendix  Regional  Inspectors  General  for  Audit 

Region  I  (Boston)  Jurisdiction 

Regional  Inspector  General  lot  States  of:  Connecticut. 
Audit.  Department  of  Housing  Maine.  Massachusetts, 

and  Urban  Development,  510  B.  New  Hampshire. 

John  F.  Kennedy  Federal  Rhode  Island,  and 

Building.  Boston.  Vermont 

Massachusetts.  02203;  (617) 

223-4144. 

Region  II  (New  York) 

Regional  Inspector  General  for  States  of:  New  York  and 
Audit,  Department  of  Housing  New  Jersey;  and 
and  Urban  Development,  26  Puerto  Rico  and  the 
Federal  Plaza.  Room  3441,  New  Virgin  Islands 
York.  New  York  10007;  (212) 

264-4174. 

Region  III  (Philadelphia) 

Regional  Inspector  General  for  States  of:  Delaware. 

Audit.  Department  of  Housing  Maryland, 

and  Urban  Development,  Curtis  Pennsylvania,  Virginia, 

Building.  Room  855,  Richard  and  West  Virginia;  and 
Aden  Avenue  and  Walnut  the  District  of  Columbia 

Streets.  Philadelphia. 

Pennsylvania  19106,  (215)  597- 
2462. 

Region  IV  (Atlanta) 

Regional  Inspector  General  for 
Audit,  Department  of  Housing 
and  Urban  Development,  75 
Spring  Street,  Room  734. 

Atlanta.  Georgia  30303;  (404) 

221-5195. 

Region  V  (Chicago) 

Regional  Inspector  General  for  States  of:  Illinois.  Indiana. 
Audit,  Department  of  Housing  Michigan,  Minnesota, 
and  Urban  Development,  300  Ohio,  and  Wisconsin 
South  Wacker  Drive.  Chicago. 

Illinois  60606;  (312)  353-7832. 

Region  VI  (Fort  Worth) 

Flegional  Inspector  General  for  States  of:  Arkansas, 

Audit,  Department  of  Housing  Louisiana,  New  Mexico, 
and  Urban  Development,  221  Oklahoma  and  Texa6 
W.  Lancaster  Avenue.  P.O.  Box 
2905,  Fort  Worth,  Texas  761 13; 

(817)  870-5561 

Region  VII  (Kansas  City) 

Regional  Inspector  General  for  States  of:  Iowa.  Kansas, 
Audit,  Department  of  Housing  Missouri  and  Nebraska 
and  Urban  Development  110? 

Grand  Avenue,  Room  1300, 

Kansas  City,  Kansas  64106; 

(816)374-5661.. 

Fiegion  VIII  (Denver) 

Regional  Inspector  General  for  States  of:  Colorado, 

Audit.  Department  of  Housing  Montana,  North 
and  Urban  Development,  1405  Dakota.  South  Dakota, 
Curtis  Street,  Executive  Tower,  Utah  and  Wyoming 
25th  Floor,  Denver,  Colorado 
80202;  (303)  837-4365. 

Region  IX  (San  Francisco) 

Regional  Inspector  General  for  States  of:  Arizona, 

Audit,  Department  of  Housing  California,  Hawaii, 
and  Urban  Development,  #1  Nevada;  and  Guam 
Embarcadero  Center— 15th  and  American  Samoa 

Floor,  San  Francisco,  California 
94111;  (415)  556-6895. 

Region  X  (Seattle) 

Regional  Inspector  General  for  States  of:  Alaska,  Idaho, 
Audit.  Department  of  Housing  Oregon  and 

and  Urban  Development,  1321  Washington 

Second  Avenue,  Seattle, 

Washington,  98101;  (206)  442- 
0270. 

(FR  Doc.  80-17393  Filed  6-9-80;  8:45  am) 
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States  of:  Alabama, 
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North  Carolina,  South 
Carolina,  and 
Tennessee 


